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PERSONAL HOLDING COMPANIES: A
WAKING TIGER
NORMAN H.

.

LIpoF *

There are an untold number of corporations today that are innocently bedded down between the paws of a somnolent beast. They are
completely unaware that the Revenue Act of 19641 has awakened the
carnivore and placed them between the claws of the personal holding
company provisions. The 1964 Act made substantial changes with
regard to personal holding companies, which are predicted to have
a tremendous impact. The new law will stalk corporations never
before concerned with personal holding company problems. Corporations with rental income from real estate will be the most frequent
prey.
Small corporations will be affected to a greater extent than what
are ordinarily thought of as large corporations. By definition personal
holding companies are rather closely held. The corporate giants with
widely scattered stock are safe from attack and, although they are
thought of as a rich man's sport, personal holding companies are
usually small businesses. The association of the problem to small
business applies to the size of the business enterprise generally involved as well as to the number of stockholders. The new law put
unfriendly tigers in many new tanks and may alter the asset structure
and financial planning of corporations. Many corporations in the
tax jungle will be completely devoured in the maw of the foraging
tiger.
It was not long after the enactment of the first income tax that
many taxpayers and their advisers realized that an individual in a
relatively high tax bracket could accomplish substantial savings by
placing certain income-producing assets in a corporation that paid
taxes at a lower rate. It was easy to form a corporation to receive
passive income such as dividends, interest, and royalties. It was a
matter of incorporating a pocketbook, and such corporations became
known as "corporate pocketbooks." The first personal holding company provisions were enacted in 1934 in order to prevent avoidance
of individual high tax brackets by leaving investment type income in
a corporation. Congress handled this by imposing a tax on personal
holding company income. Income such as dividends, interest, royalties,
and annuities has been personal holding company income since the
-B.S.B.A. 1958, LL.B. 1961, University of Florida; LL.M. (in taxation) 1962,
New York University; Member of Tampa, Florida, Bar.
1. 78 Stat. 19 (1964). [Hereinafter all reference to Internal Revenue Code
of 1954 will be to the amended version, unless otherwise indicated.]
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1934 Act. In 1937 additional types of tainted income were added,
including rents, income from personal service contracts, amounts
received for use of corporate property by certain stockholders, and
income from estates and trusts. A corporation was not a personal
holding company prior to the Revenue Act of 1964 unless at least
eighty per cent of its gross income was tainted income. Rents or
mineral, oil, and gas royalties could be excluded from personal holding company income by constituting fifty per cent or more of the
corporation's gross income.
The rate of tax prior to the 1964 Act was seventy-five per cent
of the first $2,000 of undistributed personal holding company income
and eighty-five per cent of the balance. If a corporation could not in
some way avoid personal holding company status, the confiscatory rate
would naturally compel either distribution of personal holding company income or liquidation of the corporation. If a corporation was
required to distribute its income, its stockholders would lose the very
advantage that might have been the motivating factor of its formation.
The growl of the personal holding company provisions, however,
was worse than the bite. Avoidance devices were readily available as
a shelter from the tax. As long as nontainted income exceeded twenty
per cent of gross income the corporation was insulated. Telephone
answering services, for example, were used to generate gross income
regardless of the net income of the business after expenses. The
most frequent tiger-proof lair for investment income was rental operations. If gross rents equalled other personal holding company income,
the corporation was secure as the rents would not be tainted income
and the personal holding company income would necessarily not
meet the required eighty per cent of gross income. This was true
even if deductions attributable to the rental income left little or no
net income. Many corporations with rental properties such as apartment houses, stores, and shopping centers were protected under this
provision. In fact, in some areas of the country it became common
practice for corporations with personal holding company income to
enter into what were referred to as "sandwich leases." The corporation in such cases would lease property from the owner and sublease
it to the actual tenants for a small return. In this manner the corporation would generate sufficient gross rents to prevent application of
the personal holding'company provisions, even though its net rent,
after deducting the rental payments to the landlord, was nominal. A
corporation with $10,000 of dividend income needed only to generate
$10,000 of gross rents regardless of the net rental income after depreciation, taxes, or rent paid. Since corporations may deduct eighty-
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five per cent of dividends received,2 many such corporations with dividends and rental income paid minimal income tax.
The tax bonanza from the rent avoidance device can be illustrated
by an oversimplified example that will be referred to throughout this
article. Assume Sunshine Realty Company, a Florida corporation,
has the following balance sheet and profit and loss statement:
BALANCE SHEET

Assets
Building
Accumulated depreciation

$300,000
120,000

Land
Securities (fair market value $600,000)

$180,000
50,000
200,000
$430,000

Liabilitiesand Capital
Mortgage payable
Capital stock
Surplus

$200,000
100,000
130,000
$430,000

PROFIT AND

Loss

STATEMENT

Income
Rent
Dividends
Expenses
Depreciation
Interest
Real Estate taxes
Salaries and other expenses
Net Profit before federal income tax

$ 35,000
30,000

$ 65,000

$ 15,000
12,000
5,000
8,000

40,000

$ 25,000

The sole stockholder of Sunshine Realty Company is Mr. B. Taxwise. If Mr. Taxwise owned the building and securities in his individual name and his taxable income on a joint return with Mrs.
Taxwise was $40,000, not including Sunshine's earnings, the additional income tax resulting from the inclusion of Sunshine's earnings
would be about $12,720. 3 The income tax payable by Sunshine
2.

INT. REV. CODE OF 1954, §243.

3.

This is based upon the rates in effect for taxable years beginning in 1965
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on the above earnings is $825.4 Mr. Taxwise therefore saved
$11,895 each year by sheltering his dividends with rental income.5
While the tax savings were dramatic, Sunshine was not a personal
holding company since its rental income ($35,000) constituted fifty
per cent or more of Sunshine's gross income ($65,000).6 Other dividend-forcing provisions would nevertheless have to be contended with
7
in connection with Sunshine's accumulation of earnings.
There were several other commonly used methods of avoiding the
personal holding company tax. Capital gains on the sale of securities, which constituted personal holding company income prior to
the 1964 Act, could be switched to other years to avoid meeting the
personal holding company gross income test.8 In addition, capital
gains that were not personal holding company income, such as those
from the sale of assets of a business, could be timed to avoid personal
and thereafter. INT. Rxv. CODE OF 1954, §1 (a) (2). It allows for a dividend exclusion of $100. INT. REv. CODE OF 1954, §116 (a). There is no dividends received
credit for dividends received by an individual after 1964. Section 34(a), which
provided the credit, was repealed in 1964 in two stages.
4. Under §243 (a) (1) Sunshine is entitled to an 85% deduction for its $30,000
of dividends received from domestic corporations. However, the deduction cannot exceed 85% of its taxable income without regard to the deduction, or $21,250.
INT. Rxv. CODE OF 1954, §246 (b) (1). The taxable income after the deduction is
$3,750. Applying the 22% normal tax rate for corporations on income up to
$25,000 for taxable years beginning after 1963 the tax is $825. INT. REv. CODE OF
1954, §11 (b) (2).
5. The tax savings prior to the tax reduction pursuant to the Revenue Act of
1964 were even more substantial. In 1963 Mr. Taxwise would have saved $12,660
even after the 4% dividends received credit and 30% normal corporate tax then
in effect. Since the untaxed income of the corporation was not yet extracted from
the corporation, the savings Mr. Taxwise enjoyed were naturally less than complete. If the corporation was liquidated prior to the death of Mr. Taxwise, the
tax on liquidation would reduce the savings. Even this tax could be avoided,
however, by not liquidating before death and obtaining a stepped-up basis. INT.
Ray. CODE OF 1954, §1014(a).
6. Prior to the 1964 Act rents were personal holding company income "unless
constituting 50% or more of the gross income." See INT. REv. CODE OF 1954,
§543 (a) (7), prior to amendment, Rev. Act. of 1964, §225 (a), 78 Stat. §1 (1964).
7. The penalty tax on unreasonable accumulation of earnings was the first
vehicle for thwarting tax avoidance based upon the disparity between corporate
and individual tax rates, and the personal holding company provisions were added
because that method proved inadequate. A corporation that smells like a
personal holding company must always keep a watchful eye out for the tax on unreasonable accumulation of eamings.INT.REv.CoDE OF 1954, §§531-37. If the corporation is ever deemed to be "a mere holding or investment company" the problem becomes particularly acute as a ceiling is imposed on the accumulated earnings
credit regardless of the reasonable needs of the business. INT. REV. CODE OF 1954,
§535 (c) (3). The accumulated earnings tax does not apply to a personal holding

company. INT. Rv.

CODE OF

1954, §532 (b) (1).

8. INT. Rxv. CODE OF 1954, §543 (a) (2), prior to amendment, Rev. Act. of
1964, §225 (d), 78 Stat. 81 (1964).
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holding company status. Some corporations would sell a portion of
the corporation's property periodically to offset their dividend or
other personal holding company income. Income from mineral operations was also used to shelter investment income. As long as the income from the mineral operations was fifty per cent or more of gross
income and there were a minimum amount of expenses the corporation was secure.
If a corporation could not avoid being a personal holding company prior to 1964 there were avenues of avoidance through protracted
liquidation procedures. Distributions in liquidation reduced undistributed personal holding company income. 9 A corporation could,
therefore, stretch out its liquidation procedure over several years and
distribute enough each year to reduce the undistributed personal
holding company income, with the shareholders reporting such distributions as capital gains. 1° In this manner even a corporation caught
under the personal holding company provisions could stretch out its
existence over several years without paying the penalty tax.
The Revenue Act of 1964 has ended the easy avoidance honeymoon
for personal holding companies.
THE REVENUE ACT

oF 1964

There are two tests for a personal holding company. The first
deals with stock ownership. If more than fifty per cent of the outstanding stock is owned, directly or indirectly, by not more than
five individuals, the corporation meets the stock ownership test for
a personal holding company." Immunity can be obtained by a wide
enough distribution of stock ownership. A big fish can spoil the pot
if any other four stockholders with him represent over fifty per cent
of the outstanding stock. Corporations with less than ten individual
stockholders automatically meet the test. Special constructive ownership rules may result in attributing stock to no more than five individuals. 2 An individual with an interest in a corporation, partnership, estate, or trust is considered as owning his proportionate interest in stock owned by the entity. 13 Ownership may also be traced
through a series of entities. 14 Stock owned by certain members of the
family or partners may also be attributed. 5 While stock ownership
9.

INT. REV. CODE OF 1954, §562 (b), prior to amendment, Rev. Act. of 1964,

§225 (f) (3), 78 Stat. 88 (1964).
10.
11.

12.
13.
14.
15.

INT.
INT.
INT.
INT.
INT.
INT.

REV.
REV.
REV.
REV.
REV.
REV.

CODE
CODE
CODE
CODE
CODE
CODE

OF
OF
OF
OF
OF
OF

1954,
1954,
1954,
1954,
1954,
1954,

§331.
§542 (a) (2).
§544.
§544 (a) (1).
§544 (a) (5).
§544 (a) (2).
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may be diffused, the constructive ownership rules may result in sufficient attribution to taint the corporation. For example, if two
stockholders are also partners in a real estate venture their stock is
attributed to each other. A corporation relying on broad stock
ownership to avoid personal holding company status must carefully
review the attribution rules. The 1964 Act made no changes in the
stock ownership requirements.
The second test for a personal holding company involves having
income of a specified type. It is this test that has been substantially
revised. The modifications in 1964 were designed primarily to
eliminate the various means that were being used to avoid personal
holding company classification16
Effective Date, New Rate, and Exclusions
The new rules apply to taxable years beginning after 1963. The
rate of tax has been reduced to seventy per cent of undistributed
personal holding company income to coincide with the highest individual bracket for 1965 and thereafter. The rate reduction is rather
meaningless, however, since the tax is still confiscatory.
Banks, domestic building and loan associations, domestic savings
and loan associations, and federal savings and loan associations have
been specifically excluded by the 1964 Act from personal holding company status?18 In addition, certain tests for real estate investment put
in effect in 1962 have been retroactively removed for such corporations.
StricterPersonalHolding Company Income Rule
Under prior law, a corporation was not a personal holding company if its personal holding company income was less than eighty
per cent of its "gross income."' 19 A corporation is now a personal
holding company if at least sixty per cent of its "adjusted ordinary
16. S. REP. No. 830, 88th Cong., 2d Sess. A-468 (1964); H. R. REP. No. 749,
88th Cong., 2d Sess. A-74 (1964). See Fisher & Kohl, 1964 Act: Personal Holding
Company Rules Tightened; More Corporations Vulnerable, 20 J. TAxATION 258
(1964); Lubick, Personal Holding Companies- Yesterday, Today and Tomorrow,
42 TAXES 855 (1964).
17. INT.REv. CoDE oF 1954, §541.
18. INT. REV. CODE oF 1954, §542 (c). Corporations continuing to be exempt
from personal holding company status after the 1964 Act, as before, include corporations exempt from income tax, life insurance companies, surety companies, and
foreign personal holding companies. Ibid.
19. INr. REv. CoDE oF 1954, §542 (a) (1), as amended, Rev. Act. of 1964,
§225 (b), 78 Stat. 79 (1964).
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gross income" is personal holding company income. 2 0 The term
"adjusted ordinary gross income" is a new one in the federal tax
prose and is extremely important to the application of the 1964 Act.
To arrive at adjusted ordinary gross income, the corporation's "ordinary gross income" must first be determined. Ordinary gross income
is gross income less gains from the sale of capital assets or section
1231 (b) assets. 21 This eliminates the possibility of selling off property
periodically to stay out of personal holding company status. That
method was frequently used by corporations that had personal
holding company income and also owned property such as citrus
groves. The corporation would each year sell a sufficient portion of its
citrus groves to generate a capital gain that would prevent the application of the personal holding company provisions. This means of
avoidance is no longer available since such gains are eliminated in
applying the personal holding company tests.
Once "ordinary gross income" is determined, adjustments are
made to rental income and mineral, oil, and gas royalties to arrive
at "adjusted ordinary gross income." 22 Rents are reduced by depreciation, amortization, property taxes, and interest and rents paid to the
extent that such deductions are attributable to rental income received. 23 The rental adjustment is made on an aggregate basis rather
than on a property-by-property basis. Thus, loss property may be
offset against gain property. The new law provides that the Regulations will prescribe the extent to which deductions are allocable to
income from rents. The Regulations on this point may be important.
For example, whether interest on a loan procured by pledging stock
is allocable to rental income if the proceeds of the loan are to be used
to purchase real estate that will be leased is a question the Regulations should clear up.
Mineral, oil, and gas royalties (including well-working interests)
must be reduced by depreciation, amortization, depletion, property
and severance taxes, and interest and rents paid attributable to such
royalty income.24 In addition, interest on United States bonds held
by dealers making primary markets and interest on condemnation
20. INT. REV. CODE OF 1954, §542 (a) (1). No member of an affiliated group of
corporations filing a consolidated return is a personal holding company unless the
affiliated group meets the 60% test. INT. REv. CODE OF 1954. §542 (b) (1). However,
if any member of the group derives 10% or more of its adjusted ordinary gross
income from outside the group, and if 80% or more of such outside income is
personal holding company income each corporation in the affiliated group must
pass the 60% test on its own. INT. REV. CODE OF 1954, §542 (b) (2).
21. INT. REV. CODE OF 1954, §543 (b) (1).
22. INT. REv. CODE OF 1954, §543 (b) (2).
23. INT. REv. CODE OF 1954, §543 (b) (2) (A).
24. INT. REv. CODE OF 1954, §543 (b) (2) (B).
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awards, judgments, and tax refunds are excluded in determining adjusted ordinary gross income.25
A careful look at the adjustments now required in reaching adjusted ordinary gross income is imperative for any corporation with
rental or royalty income. Many corporations with depreciable rental
property will now be personal holding companies as a result of such
adjustments. Once "adjusted ordinary gross income" is determined,
the corporation must go through the critical step of ascertaining
whether at least sixty per cent is personal holding company income.
This requires an analysis of each source of the corporation's income.
Rents
Income from rents must meet two separate tests to avoid being
considered personal holding company income. In the application of
both tests the measuring stick is the adjusted income from rents after
reduction by depreciation, amortization, property taxes, interest, and
rent expense. The adjusted income from rents must first constitute
fifty per cent or more of "adjusted ordinary gross income." If depreciation, taxes, and interest eliminate or substantially reduce the
net income from rents, it is likely that the adjusted rent will not be
fifty per cent or more of "adjusted ordinary gross income" if the
corporation has dividends or other tainted income. All corporations
with depreciable rental property and investment income, such as dividends, interest, and royalties had best look very closely at the new law.
The effect of the new law on the rent shelter can be demonstrated
by referring to Mr. Taxwise and Sunshine Realty Company. Sunshine's rental income must be adjusted as follows:
Gross rent
Less:
Interest
Depreciation
Real estate taxes
Adjusted income from rents
Dividends
Adjusted ordinary gross income

$ 35,000
$ 12,000
15,000
5,000

32,000
3,000
30,000

$ 33,000

Sunshine's adjusted income from rents ($3,000) is now substantially less than fifty per cent of adjusted ordinary gross income
($33,000). The rents are therefore tainted income and together with
the dividends far exceed the sixty per cent requirement. In fact, all
25.

INT. Rxv. CODE OF 1954, §543 (b) (2) (C).
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of Sunshine's adjusted ordinary gross income is now personal holding
company income. A gloomy cloud now hangs over Sunshine as it
becomes a personal holding company.
But what if Sunshine Realty generated another $27,000 of net
rents after depreciation and other expenses? Its adjusted rents would
then equal fifty per cent of adjusted ordinary gross income, as follows:
Prior adjusted income from rents
Plus additional net rents
Revised adjusted income from rents
Dividends
Revised adjusted ordinary gross income

$ 3,000
27,000
30,000 - 50%
30,000 - 50%
$ 60,000 - 100%

Sunshine would have avoided the fifty per cent rule. However, it
is only the first hurdle. Congress went further in preventing rents
from sheltering other income by adopting a new "ten per cent test."
Even if the rents meet the fifty per cent test, the corporation must
distribute all of its other tainted income in excess of ten per cent
of ordinary gross income for the rents not to be considered personal
holding company income. The other personal holding company income, less dividends paid and consent dividends, must not exceed
ten per cent of ordinary gross income.26 To protect the rents, Sunshine must still distribute its dividend income to the extent it exceeds
ten per cent of ordinary gross income. Sunshine must therefore distribute $20,800 of its dividends to Mr. Taxwise, computed as follows:
Ordinary gross income
Rent (as revised by adding $27,000
of net rents)
Dividends
Ordinary gross income
Dividends
Less 10% of ordinary gross income
Excess of dividends over 10% of the
ordinary gross income

$ 62,000
30,000

$ 92,000
$ 30,000
9,200
$ 20,800

Mr. Taxwise quickly can determine that the required distribution will
increase his taxes by over $10,500. He will undoubtedly feel that
the ten per cent rule really takes the fun out of life.
It should be noted that the ten per cent test is applied to ordinary
gross income, rather than "adjusted" ordinary gross income.27 The
26.
27.

INT. REV. CODE OF
INT. REV. CODE OF

1954, §543 (a) (2) (B).
1954, §543 (a) (2) (B) (see last three words of §543 (a) (2)).
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difference can be significant. It is possible to avoid having the other
undistributed tainted income exceed the ten per cent test by increasing the gross rents, regardless of the net rents after depreciation, taxes,
et cetera. This is because the ten per cent test is based on ordinary
gross income before such adjustments. The ten per cent test can be
avoided by increasing gross income in a manner very similar to the
use of rents prior to the 1964 Act for avoidance of personal holding
company status. The increase in gross rent required, however, may
be unrealistic. For example, Mr. Taxwise thought of this, but
abandoned the plan after realizing that Sunshine Realty would have
to increase its rent rolls from $35,000 to $270,000 in order to push
its tainted dividends under ten per cent of ordinary gross income.
The changes in rental income may result in modifications in the
type of real estate investments made by many corporations. Property
with less depreciation and taxes may become more desirable to make
the adjusted rents sufficient to avoid personal holding company status.
Taxpayers will be more reluctant to use accelerated methods of depredation where straight line depreciation will prevent a corporation
from being a personal holding company.28 This will further result
in more conservative useful lives on depreciable real estate.
The ten per cent test will nevertheless be a difficult obstacle.
Corporations with rental property may have unwittingly been backed
into personal holding company problems. Although not organized
as a shelter for dividend income, the investment of a corporation's
income and cash flow in stocks may result in personal holding company status under the 1964 Act. All corporations owning real estate
that have nonoperating income from other sources should review
their posture under the new law. Many will be surprised at the
disastrous result.
It is logical for corporations affected to turn to investments in
property not producing rental income. If over forty per cent of adjusted ordinary gross income is not tainted income, the corporation is
safe. Although rents must be reduced by depreciation, taxes, and
interest the corporation is secure if its gross income from an operating
business is over forty per cent of adjusted ordinary gross income. This
applies even if the operating business has no net income after expenses, depreciation, taxes, and other expenses. In a business dealing
28. The Revenue Act of 1964 also provides another inducement to using

straight line, depreciation on real estate. A portion of gain on sales of real estate
representing the excess of fast depredation over straight line depreciation taken
after 1963 will be taxed as ordinary income. INT. Rv. CODE OF 1954, §1250. This
was enacted to prevent converting ordinary income from the depreciation deduction
to capital gains on sale because of accelerated depreciation. The excess depreciation subject to recapture declines the longer the real estate is held, and after
ten years there is no recapture.

https://scholarship.law.ufl.edu/flr/vol18/iss2/6

10

Lipoff:OF
Personal
Holding
A Waking
Tiger
UNIVERSITY
FLORIDA
LAW Companies:
REVIEW
[Vol. XVIII
in a product, gross income generally is gross receipts less cost of goods
sold. In a service business, gross income is usually synonymous with
gross receipts. This is determined before depreciation, operating
expenses, and other items not included in cost of goods sold.29 The
adjustments required by the 1964 Act introduce a cost of services
concept to rents.
How broadly the term "rent" will be construed is highly significant. The personal holding company provisions define rent as "compensation, however designated, for the use of, or right to use, property .... .30
Under Subchapter S of the Internal Revenue Code,
which provides an election for corporations to be taxed as individuals,
there is a provision that an election will be terminated if over twenty
per cent of gross receipts are derived from rents or certain other
specified types of personal holding company income. The regulations under Subchapter S define rent as "amounts received for the
use of, or right to use, property .. .."31 That is almost exactly the
same as the personal holding company definition of rents.
Under the regulations in Subchapter S it is clear that receipts of
hotels, motels, or apartment houses are not rents where "significant
services are also rendered to the occupant."32 Maid service is an example of such services. 33 If receipts of hotels and motels are not
rents under the personal holding company definition of rents, personal holding company status can be avoided if the corporation has a
hotel or motel that generates enough gross income (before depreciation, taxes, and operating expenses) to constitute over forty per cent
of adjusted ordinary gross income of the corporation. It is immaterial (for personal holding company purposes, at least) whether the
hotel or motel makes any net income after depreciation, taxes, and
operating expenses.
Although there are no published rulings or court decisions as yet
whether the term "rents" will have the same definition under personal holding company provisions as under Subchapter S,it is logical
it would. Logic and the desirability for consistent interpretation of
terms in the tax law notwithstanding, however, a private ruling given
29. The amount of "gross income" is now always easily determined. Gross income derived from a business is generally gross receipts less cost of goods sold.
Treas. Reg. §§1.61-3 (a) (1963), 1.542-2 (1965). It becomes a difficult task, however,
to ascertain with any degree of certainty what items are included in cost of goods
sold in businesses such as hotels, motels, groves, and farms. See Levine, Gross Income in the Personal Holding Company, 9 TAX L. REV. 453, 461-70 (1954). See
also BNA Tax Management, Portfolio 53-2d A-2 (1965).
30. Int. Rev. Code of 1954, §543 (b) (3).
31. Treas. Reg. §1.1372-4 (b) (5) (iv) (1964).
32. Ibid.
33. Ibid.
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in March 1965 indicates a contrary view by the Internal Revenue
Service. The ruling concluded that remuneration received by a hotel
for the use of its rooms by both transient and nontransient guests
constituted rents for personal holding company purposes both before
and after the changes made by the Revenue Act of 1964.34 The ruling
finds some support in legislative history that indicates "rents" was
being used in its broadest sense.35 There are reportedly many other
private rulings by the Internal Revenue Service reaching the same
conclusion. Since the Subchapter S provision dealing with rents is
entitled "personal holding company income" 36 and both sections are
concerned with the distinction between operating income and passive
type income, the apparent difference in interpretation by the Internal
Revenue Service is questionable.
In a recent case before the Fifth Circuit the taxpayer and the
Government agreed that royalties for Subchapter S purposes was
equivalent to the term "royalties" for personal holding company
purposes. 37 If this same reasoning applies to rents, corporations now
within the ambit of the personal holding company provisions can
avoid personal holding company status by generating sufficient gross
income from investments in a hotel, motel, or apartment house. Even
if this is the ultimate outcome, significant services would have to be
rendered to the occupants. This might be a situation in which the
tax law has a broad enough impact to improve the services rendered
by landlords in apartment houses. Just as the Wall Street Journal
used to advertise loss corporations as a valuable commodity before
the law3- became more stringent, future advertisements may be for
"just the hotel or motel for your personal holding company."
Renting personal property is another refuge. Rent on tangible
personal property that is not customarily retained by any one lessee
for more than three years is not reduced by depreciation.3, This ex34. Private Ruling, March 26, 1965. See BNA Tax Management, Tidbit I,
TMM 65-08, April 12, 1965.
35. H.R. REP. No. 1546, 75th Cong., 1st Sess. 6 (1937).
36. See 1 M.RTENs, LAw OF FEDERAL. TAXATION §3.19 (1962) for consideration
to be given titles or headings in construing a statute.
37. United States v. 525 Co., 342 F.2d 759 (5th Cir. 1965).
38. See INr. REv. CODE oF 1954, §§381, 382. See also Libson Shops, Inc. v.
Koehler, 353 U.S. 382 (1957).
39. INT. REv. CODE OF 1954, §543 (b) (2) (A) (i). Under the Subchapter S rulings,
amounts received for leasing personal property are not considered rent if significant services are performed in connection with the payments. Rev. Rul. 65-83,
1965 I r.REv. BULL. No. 13, at 18. See also Rev. Rul. 64-232, 1964 INT. REV. BuLL.
No. 34, at 13. Payments received for the storage of personal property in a warehouse are not rents under Subchapter S if significant services, such as inspection,
maintenance, and record-keeping, are performed in connection with the storage.
Rev. Rul. 65-91, 1965 INT. REv. BUL. No. 14, at 14. Amounts received by an auto-
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ception was intended to take care of vehicle rental companies. Protection can be provided if enough gross rents can be generated by the
personal property rental business.
Citrus groves and farm income may also provide possible shelters
for investment income without requiring very active engagement in
the grove or farm operation. A recent Tax Court decision involved a
grove owner who turned over complete management of his groves to
one company and entered into another agreement with a growers'
cooperative giving them the authority for ten years, to pick, haul,
handle, grade, wash, size, process, can, pack, ship, sell, and market the
fruit. The grove owner was to receive amounts due to him after the
cooperative deducted its charges and assessment. The issue in the
case was whether the grove owner was subject to self-employment tax.
The Government asserted that the taxpayer derived self-employment
income from the trade or business of farming. The taxpayer argued
that the arrangements showed that the income he received was actually rent from real estate. The court held that the income received
from the groves was not rent.40 Reliance on the case may be somewhat tenuous as it was a pro se case and the court noted that the taxpayer failed to prove the income from the groves was rent. It is, however, consistent with a Fifth Circuit holding in a social security case
that amounts received by the landowner are farm income and not
rents even though the owner personally plays no part in the active
management of the property. 41 In another case, a farm owner entered
into an agency agreement whereby a farm management concern, in
consideration of a percentage of the proceeds from the operation of
the farms, carried out the management of the farms in accordance
with instructions from the owner. Although the agent supervised the
farming operations and entered into crop sharing contracts with
farmers for the operation of the farms, the owner took an active part
in the operation through instructions as to plantings, fertilization,
sale and rotation of crops, and collection of proceeds. The Tax Court
held that the income of the owner was not rent under the personal
holding company provisions, and the Second Circuit agreed.42
The nonrent citrus and farm income may open another door for
mobile parking lot are not rent under Subchapter S if an attendant parks the cars.
Ibid. If rent has the same meaning for personal holding company purposes,
amounts received for leasing personal property may not have to be reduced by
even interest or personal property taxes if significant services are performed.
Removing such receipts from rents would provide greater relief than merely not
reducing the rent by depreciation.
40. Charles Dawson McAllister, 42 T.C. 948 (1964).
41. Henderson v. Flemming, 283 F.2d 882 (5th Cir. 1960) (son of landowner
participating, however, in management).
42. Webster Corp., 25 T.C. 55 (1955), afl'd, 240 F.2d 164 (2d Cir. 1957).
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corporations hit by the new personal holding company provisions. If
amounts received are not rent the corporation is protected from
tainted status as long as the gross income from the grove or farm
operation constitutes over forty per cent of the adjusted ordinary
gross income of the corporation.43 It is important to bear in mind,
however, that "gross income" is not the same as "gross receipts." To
a corporation not knowledgeable in grove or farm operations, the
grove and farm decisions provide a possible blueprint for handling.
The management of the grove or farm can be contracted for through
an agent. The grove or farm owner, although having the investor's
risk, would have limited responsibilities with respect to the operation
of the grove or farm. 4 There is always the danger, however, that the
sheltering grove or farm income may be reduced or wiped out by
freezes, lower crop prices, or other causes.
Mineral, Oil, and Gas Royalties
Royalties have been considered personal holding income since the
institution of the tax in 1934. In 1937 mineral, oil, and gas royalties
were given special treatment that removed the taint if certain income
and expense requirements were met. It was not until 1960 that copyright royalties were also separated from other royalties.
It is not always a simple matter to ascertain what constitutes a
royalty. The status of a royalty for personal holding company purposes is determined from the realities of the transaction and not the
labels used. 45 Royalties include amounts received "for the privilege
43. The interpretation of "gross income" in connection with grove or farm
operations is critical and there are many unanswered questions. See text accompanying note 29 supra.
44. See Rev. Rul. 61-112, 1961, CuM. BuLL. 399. Rent under Subchapter S
"does not include income realized by a landowner under a share-farming arrangement where the landowner participates to a material degree in the production of
farm commodities through physical work or management decisions or a combination of both." Ibid. If the definition of rents under Subchapter S is the same under
the personal holding company provisions and the ruling is correct, the grove
owner in a share-farming arrangement would have to participate in management
decisions to a material degree. The negation of rent by participation in management does not necessarily make the converse true; if sufficient participation is
absent, other factors may determine whether rent classification is proper. Webster
Corp., 25 T.C. 55 (1955), aff'd, 240 F.2d 164 (2d Cir. 1957) supports the requirement of management decisions by the owner to avoid characterization of rent
under the personal holding company provisions. It is not dear whether participation in management is significant only in crop sharing arrangements. See Rev. Rul.
57-58, 1957-1 CuM. BULL. 270, which construes the requirement of material participation in production or management in determining earnings from self-employment.
45. Kiesau Petroleum Corp., 42 B.T.A. 69 (1940).
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of using patents, secret processes and formulas, good will, trademarks,
trade brands, franchises, and other like property."4 6 Royalty payments
are customarily based upon use, production, or sales. The fact that
4
4
payments are called compensation for services 7 or proceeds of sales,
or that the relationship is labeled a joint venture 4 9 will not prevent
treatment as a royalty.
Before the 1964 Act, mineral royalties were used as a shelter. Other
investment or passive income could be sheltered as long as the "gross"
income from mineral operations was fifty per cent or more of gross
income of the corporation and it had a minimum amount of expenses.
Mineral, oil, and gas leases were popular for this purpose. The 1964
Act sought to close this loophole. 5° Mineral, oil, and gas royalties (including well working interests) must now be adjusted by reducing
such income by depreciation, amortization, depletion, property and
severance taxes, interest, and rents paid attributable to such royalty
income.51 The income from mineral, oil, and gas royalties, adjusted
as above, is now tainted unless three separate tests are met. First, the
income must constitute fifty per cent or more of the corporation's
adjusted ordinary gross income. 52 In addition, other personal holding
company income, including adjusted income from rents, cannot be
more than ten per cent of ordinary gross income. 53 There is no escape
valve on the ten per cent test, as in the case of rents, by distributing
other personal holding income to the extent that the ten per cent is
exceeded. If other investment income constitutes ten per cent of ordinary gross income, all the mineral, oil, and gas royalties will constitute
personal holding company income. Apparently the only reason there
is an escape valve under rents is that the rental pressure groups complained to Congress louder than did the mineral, oil, and gas interests.
Even if the first two tests are met, the business expenses of the
corporation, not including stockholder compensation and certain
business expenses, must be at least fifteen per cent of the corporation's
46. Treas. Reg. §1.543-1 (b) (3) (1964).
47. Portable Indus., Inc., 24 T.C. 571 (1955); Warren Browne, Inc., 14 T.C.
1056 (1950); Lane-Wells Co., 43 B.T.A. 463 (1941), aff'd, 134 F.2d 977 (9th Cir.).
48. Coca-Cola Bottling Co. of Sacramento, 17 T.C. 101 (1951).
49. Win. J. Lemp Brewing Co., 18 T.C. 586 (1952).

50. For a thorough discussion of the effect of the 1964 Act upon oil and gas
operations, see Freling, Special Personal Holding Company Problems Relating to
Oil and Gas Operations, SOUTHWEsERN LEGAL FoUNDATION 16TH INst.

ON OIL AND

GAS 539 (1965).
51.

INT. REV. CODE

OF

1954, §§543 (b) (2) (B), 543 (b) (4). Prior to the 1964 Act

there was a controversy whether mineral, oil, and gas royalties included production
payments and overriding royalties. Production payments and overriding royalties
are definitely included under the new law.
52.

53.

INT. REV. CODE OF
INT. REv. CODE OF

1954, §543 (a) (3) (A).

1954, §543 (a) (3)(B).
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adjusted ordinary gro'ss income. 54 The latter test, by requiring a
minimum amount of active business expenses, is designed to prevent
corporations passively investing in royalties from avoiding the tax.
This test existed prior to the 1964 Act. The required adjustments to
income and the ten per cent test added by the 1964 Act rather effectively prevent mineral, oil, and gas royalties from sheltering other
passive income.
CopyrightRoyalties
Until 1960 copyright royalties were treated as personal holding
company income the same as other types of royalties. As a result of
that treatment, publishing companies whose incomes shifted from
sales to copyright royalties were personal holding companies. This
was the result even though they were operating companies and not
passive organizations. Congress recognized this inequity and in 1960
created separate tests for copyright royalties designed to relieve operating publishing companies from the risks of personal holding company
tax. The tests were continued in similar form by the 1964 Act.
Under the 1964 Act the tests are similar to those for mineral
royalties. Copyright royalties, excluding royalties on works created
in whole or in part by shareholders of the corporation, must first
constitute fifty per cent or more of the corporation's ordinary gross
income. 55 In addition, other personal holding income of the corporation cannot exceed ten per cent of ordinary gross income. 56 For
purposes of the ten per cent test, copyright royalties are included only
if created by shareholders holding more than ten per cent of the
corporation's stock. Adjusted income from rents and mineral, oil, and
gas royalties are included as other tainted income under the ten per
cent test. However, dividends from fifty per cent or more controlled
corporations meeting the same tests are excluded.
There is also a business expense requirement. Expenses allocable
to copyright royalties must be at least twenty-five per cent of the
amount by which ordinary gross income exceeds the sum of royalties
paid or accrued and depreciation on copyright royalties. 57 The expense test is to insure that it is an operating publishing company.
For this purpose stockholder compensation, royalties paid or accrued,
and deductions specifically allowable under sections other than 162,
such as interest, are not counted as business expenses.

54.
55.
56.

57.

INT.
INT.
INT.
INT.

REv. CODE OF 1954,
Rzv. CODE OF 1954,
Rrv. CODE OF 1954,
Rv. CODE OF 1954,

§543 (a) (3) (C).
§543 (a) (4) (A).
§543 (a) (4) (B).
§543 (a) (4) (C).
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ProducedFilm Rents
Prior to the 1964 Act, film rents were treated as rental income
and were used in conjunction with the rent shelter.58 The 1964 Act
creates a concept called "produced film rents." This new type of rent
does not become personal holding company income if it constitutes
fifty per cent or more of the ordinary gross income of the corporation
and the interest in the film was acquired before "substantial completion" of production. 59 If payments received for use of films do not
qualify as produced film rents, they are treated under the strict test of
copyright royalties.
An advantage of produced film rents is that there is no ten per cent
limit on other personal holding company income, as there is with
other rents. Produced film rents can thus be used to shelter dividend
or other passive income. Since the tests under produced film rents
are not nearly as strict as those dealing with copyright royalties, taxpayers will undoubtedly attempt to fit film rent income under the
new definition. Although the committee reports give guides as to
what is substantial completion of a film, there will probably be litigation on that point as investors attempt to acquire interests in films
before substantially completed.6
Lending and Finance Companies
Under prior law there were four categories of personal finance companies: licensed personal finance companies, small loan companies,
loan and investment companies, and finance companies. 61 Each had its
own specific requirements to meet the exemptions.
The 1964 Act attempted to devise a uniform test for all lending
and finance companies.62 If a corporation meets the definition of a
lending or finance business, it will be exempt from personal holding
company status. In order to qualify, at least sixty per cent of a
corporation's ordinary gross income must be derived from the active
conduct of a lending or finance business.63 This is to insure that the
corporation is actively engaged in the lending or finance business in
a regular manner. In addition, not more than twenty per cent of its
nonlending ordinary gross income can be personal holding company
58. Rev. Rul. 54-284, 1954-2 CuM. BULL. 275.
59. INT. REV. CODE OF 1954, §543 (a) (5).
60. H.R. REP. No. 749, 88th Cong., 1st Sess. A-97 (1963).
61. INT. REV. CODE OF 1954, §§542(c)(6), (7), (8), (9) prior to amendment,
Rev. Act of 1964, §225 (c) (2), 78 Stat. 79 (1964).
62. See generally Roberts & Kaster, Commercial Finance Companies and the
Personal Holding Company Exception, 42 TAXES 638 (1964).
63.

INT. REV. CODE OF 1954, §542 (c) (6) (A).
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income.64 Gross income from rents and royalties is considered personal
8 5
holding company income for purposes of the twenty per cent test.
This prevents a finance company from sheltering any substantial
amount of rent or royalty income.
Business deductions in lending operations must be at least fifteen
per cent of the first $500,000 of ordinary gross income plus five per
cent between $500,000 and $1 million.66 Not all deductions are taken
into account for this purpose. Deductions allowable only under
sections 162 or 404 of the Internal Revenue Code are considered, but
7
compensation to stockholders or their families is not included.
Under this rule interest on bank loans made to obtain funds for
lending cannot be considered a business deduction in meeting the
test since interest is allowable under section 163 of the Code.8 8 Depreciation and real estate taxes are allowable in meeting the business
deduction test if the property is used directly in the lending or finance
business. 69 The expense test is also designed to guarantee that the
corporation is an active business and not a passive holding company,
which also lends funds.
Loans to shareholders who own ten per cent or more of the stock
must be limited if the corporation hopes to qualify as a lending or
finance business. ° A small business investment corporation is exempt
from the rules required to avoid personal holding company status if
it actively provides funds to small businesses.71 This exception does
not apply, however, if stockholders of the small business investment
corporation own five per cent or more of any business to which its
72
funds are provided.
The type loans a corporation may make and still avoid poisoned
status are also limited by the 1964 Act. Lending or finance companies
under the new law are limited to making short term loans, of sixty
months or less, including any renewal or extension options73 The
corporation is also limited to purchasing commercial paper with a
maximum maturity of not over sixty months.74 Long-term loans or
certificates of indebtedness issued in a series under a trust indenture
may violate the definition of a lending or finance business.
64.

INT. REv. CODE OF 1954, §542 (c) (6) (B).

65. Ibid.
66. INT. RiEV.

1954, §542 (c) (6) (C).
1954, §542 (d) (2) (A).
68. H.R. REP. No. 749, 88th Cong., 1st Sess. A-92 (1963).
69. INT. RFv. CODE OF 1954, §542 (d) (2) (B).
70. INT. REV. CODE OF 1954, §542 (c) (6) (D).
67.

CODE OF
INT. REV. CODE OF

71. INT. REv. CODE Or 1954, §542 (c) (8).
72. Ibid.
73. INT. REv. CODE or 1954, §542 (d) (1) (B) (i).

74. INT. REv.

CODE OF

1954, §542 (d) (1) (B) (ii).
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Congress recognized that it would be unfair to apply the tightened
personal holding company provisions without any available alternative to companies that for the first time find themselves subject to
personal holding company tax.75 Two alternatives were provided for
a corporation that was not a personal holding company for one of its
two most recent fiscal years ending prior to February 26, 1964, under
prior law, but would have been if the new law had been in effect at
that time.76 The relief available to "would have been" corporations
consists of postponement of personal holding company treatment if
amounts are used or set aside to pay certain indebtedness and a special liquidation provision.
Relief for CorporationsPaying Off Qualified Debts
If a corporation cannot avoid personal holding company status,
the consequences of its continued existence and the alternative of
liquidation must be considered. When the personal holding company
tax was first imposed in 1934, Congress recognized the severe hardship
imposed on corporations affected by the legislation. It set up relief
provisions until such corporations could pay off their existing indebtedness and obligations.77 Similar provisions have been created to
prevent hardship to corporations by the tightened rules of the 1964
Act. This was accomplished by allowing a reduction in undistributed
tainted income for amounts used or set aside to pay off certain indebtedness.78
The relief vehicle may be used only by corporations that were not
personal holding companies for one of the two most recent years prior
to the 1964 Act, but would have been for such year under the 1964
Act. These corporations can deduct from undistributed personal
holding company income amounts used or irrevocably set aside to
pay "qualified indebtedness." 79 In order to meet the definition of a
"qualified indebtedness" certain requirements must be met. The
outstanding indebtedness must have been incurred after 1933 and before 1964.80 It can include, however, indebtedness incurred after 1963
75. H.R. REP. No. 749, 88th Cong., 1st Sess. A-111 (1963).
76. See generally Feder, Relieving the Impact of the Revenue Act of 1964 on
"New" Personal Holding Companies, N.Y.U. 23D INsT. ON FED. TAx 723 (1965).
77. INT. REV. CODE OF 1954, §545 (b) (7).
78. INT. REv. CODE OF 1954, §545 (c).
79. INT. REV. CODE OF 1954, §545 (c) (1). See Rev. Rul. 65-127, 1965 INT. REV.
BULL. No. 19, at 11 for election procedures for amounts set aside for qualified indebtedness.
80. INT. REV. CODE OF 1954, §545 (c) (3) (A) (i).
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to make payments on, or irrevocably set aside to retire, qualified indebtedness.8 ' This in effect permits subsequent refinancing, as the old
indebtedness can be paid off with newly acquired funds and payment
of the new debt will qualify. A replacement loan qualifies only if the
corporation elects not to treat the retirement of the original loan as a
reduction in undistributed personal holding company income. This
election must be made on or before the fifteenth day of the third
month after the close of the taxable year and must designate the nondeductible amount of the retired debts and specify the substituted
debt.8 2 The provision for the replacement loan is new in the 1964 Act;

the 1934 provision for payment of pre-1934 debts made no provision
for repayment with proceeds of new loans.
The relief provision is not, however, as bright as it may appear
at first glance. The deduction allowed is reduced by post-1963 deductions for depreciation, amortization or depletion, and deductions
allowed on net long-term capital gains.83 The reason for the reduction is that funds represented by such deductions are not cash payments and therefore can be used in paying off debts the same as
earnings and profits.8 4 This substantially reduces the benefits of the

relief provisions. Our old friend, Mr. Taxwise, thought that the
qualified debt provision would be an ideal way for Sunshine Realty
to linger on and prolong its life. He figured that since Sunshine's undistributed personal holding company income would amount to about
$24,000 each year, about $14,000 would be irrevocably set aside to pay
Sunshine's mortgage in addition to the $10,000 paid annually on the
principal of the mortgage indebtedness. In this manner Sunshine
could stay alive about eight years before it ran out of its qualified
indebtedness of $200,000. Mr. Taxwise was shocked to learn that he
would have to pay or irrevocably set aside $39,000 each year, consisting
of the above $24,000 and the $15,000 annual depreciation. This reduced the life expectancy of Sunshine Realty from eight years to five
years, when its qualified indebtedness would run out.
Qualified indebtedness does not include amounts owed to more
than ten per cent stockholders.8 5 Attribution of ownership rules apply
in determining stock ownerships 6 This prevents a corporation from
keeping alive merely by paying off a portion of stockholder indebtedness each year.

81.
82.
83.
84.
Cong.,
85.

INT. REV. CODE OF 1954, §545 (c) (A) (3) (ii).
INT. Rzv. CODE OF 1954, §545 (c) (4).
INT. REv. CODE OF 1954, §545 (c) (5).

H.R. REP. No. 749, 88th Cong., 2d Sess. A-84 (1964); S. REP. No. 830, 88th
2d Sess. A-479 (1964).
INT. REv. CODE OF 1954, §545 (c) (3) (B).

86. Ibid.
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A corporation that relies on paying off qualified debts to stay alive
is subject to some additional pitfalls. As indicated earlier, it must
pay off qualified indebtedness in excess of its annual depreciation deduction to get any reduction in its undistributed personal holding
company income. Furthermore, if it relies on debt repayment to stay
out of personal holding company status, the planning of debt payments becomes crucial. Qualified debt can be prepaid to avoid personal holding company tax. There is, however, some question as to
what debts are included under qualified indebtedness. Contingent
obligations, unassumed mortgage debts and proposed income tax
deficiencies have been held to be a form of indebtedness under the
1934 provisions. 7 The debt repayment need not be pursuant to a
definite plan or terms of the agreement. 8 But it has also been held
that a post-1934 assumption of a predecessor corporation's debt was
not sufficient. 89
The technical requirements of "qualified indebtedness," the limitations provided by depreciation deductions, and the inherent pitfalls
and unanswered questions all point up the fact that any corporation
relying on its indebtedness to avoid personal holding company tax
must do some careful projections and advance planning.
Relief Through Special Liquidation
If a corporation was not a personal holding company for one of
its two most recent years prior to the 1964 Act, but would have been
for such year under the 1964 Act, Congress has provided an escape.
Special liquidation provisions have been created for such "would
have been" corporations that may provide a once-in-a-lifetime opportunity to bail out. The special liquidation involves a one-month
liquidation with some very important changes from the ordinary onemonth liquidation.90 The corporation must meet all the requirements
of the customary one-month liquidation to qualify. Many commentators have expressed the opinion that the special one-month liquidation may be the best answer for corporations now within the personal
holding company grasp.
A corporation can no longer reduce its undistributed personal
holding company income in a liquidation without dividend treatment
to the individual shareholders. 91 This closes the loophole that previ87. Commissioner v. Tennessee Co., 111 F.2d 678 (3d Cir. 1940) (contingent
liability); Floyd, Inc., 43 B.T.A. 101 (1940) (proposed income tax deficiency); Joell
Co., 41 B.T.A. 825 (1940) (unassumed mortgage).
88. Robert Hughes & Co. v. Commissioner, 109 F.2d 720 (8th Cir. 1940).
89. Raritan Co. of Del. v. Commissioner, 136 F.2d 364 (3d Cir. 1943); Samuel
Goldwyn Inc., Ltd., 43 B.T.A. 1086 (1941).
90. INT. REV. CODE OF 1954, §333 (g).
91. INT. REV. CODE OF 1954, §§316(b) (2) (B), 331 (b).
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ously enabled corporations to liquidate within twenty-four months,
and pay no personal holding company tax during the liquidation,
92
with the shareholders reporting only capital gains on the liquidation.
Liquidations Before 1966 (corporation effect). If a "would have
been" corporation completely liquidates and distributes all its property before 1966, the 1964 Act does not apply. Although the corporation cannot reduce its undistributed personal holding company
income by distributions in liquidation, 93 it will have no tainted income if it is not a personal holding company under the pre-1964 law.
In addition, the corporation may use the special one-month liquidation.94 The corporation will be governed by the more lenient pre1964 law for the years 1964 and 1965 until its liquidation. If a corporation does not completely liquidate before 1966 it must face up to
the new provisions.
The inapplicability of the 1964 Act to liquidations before 1966 does
not apply to liquidations of a subsidiary unless the parent corporation is also completely liquidated. 5 Distribution by the parent of its
assets must be completed before 1966 and within ninety days of the
last distribution by the subsidiary.96
If the corporation liquidates late in 1965 it may have already paid
the personal holding company tax for 1964 under the new rules. However, Congress recognized this possibility and indicated a claim for
refund could be filed to recover the personal holding company tax if
9
liquidation was completed before 1966. 7
Liquidation Before 1967. A corporation wishing to utilize the
special one-month liquidation must meet all the ordinary requirements under section 333 for a one-month liquidation and must be a
"would have been" corporation. The tax consequences to the share
holders under the special one-month liquidation depend upon whether the shareholders are individuals or corporations. In the case
of an individual, the prorata share of accumulated earnings and
profits will be taxed to the shareholder as capital gains. 98 This is a
substantial and significant change from the ordinary one-month
liquidation where the individual stockholder's share of earnings and
profits would be ordinary income. 99
92. See text accompanying notes 9 and 10 supra.
93. Implied amendment, Rev. Act. of 1964, §225 (h), 78 Stat. 90 (1964).
94. Ibid.
95. Ibid.

95.
97.
98.
99.

Ibid.
H.R. REP. No. 749, 88th Cong., Ist Sess. A-108 (1963).
INT. RLaV. CODE oF 1954, §333 (g) (1) (B).
Ir. REv. CoDE oF 1954, §333 (e) (1).
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The value of cash and securities acquired by the corporation after
1962 in excess of the share of accumulated earnings and profits is
also taxed as capital gains. The balance of the gain, if any, is not
taxed to the shareholder until the distributed property is sold. Gain
is thus deferred on all appreciation in securities acquired before 1963
and all other property whenever acquired. Take, for example, the
case of Mr. Taxwise and Sunshine Realty Company. Assume that
the building and land owned by the corporation is worth $300,000
and that its securities, valued at $600,000, were acquired between
1955 and 1962. Under an ordinary liquidation Mr. Taxwise would
recognize a capital gain of $600,000.1- This would result in a tax
cost of $150,000 to Mr. Taxwise. In a normal one-month liquidation
ordinary income of $130,000 would be recognized on liquidation.
This would be a tax cost of $78,240 in the liquidation to Mr. Taxwise if he had $40,000 of taxable income. 1 1 The income on the liquidation itself would throw Mr. Taxwise into a much higher bracket.
Under the special one-month liquidation a capital gain of $130,000
would be recognized on liquidation at a maximum cost to Mr. Taxwise of $32,500. This is an immediate tax saving of $117,500 over the
ordinary liquidation and a saving of almost $46,000 over the normal
one-month liquidation. This demonstrates the substantial tax savings
that can be realized under the special bail-out provision.
The special liquidation provides for some corporations a once-ina-lifetime windfall to take out at capital gains rates earnings and
profits, cash and post-1962 securities, and get out all pre-1963 securities and other appreciated property without any tax. This is especially attractive to corporations that hold highly appreciated assets
and are now within the ambit of the personal holding company provisions. It provides the opportunity to liquidate the corporation without the payment of a tax on the appreciation.
Corporate stockholders are taxed at capital gains rates on the
money and post-1962 securities, or their share of accumulated earnings
100. The value of the distributed property of $900,000, including land, less the
amount of the mortgage ($200,000) over Mr. Taxwise's stock basis of $100,000.
INT. REV. CODE OF 1954, §331. This assumes no recapture of depreciation. INT.
REV. CODE OF 1954, §1250. If a corporation has highly appreciated assets, the
principal stockholder is elderly, and the corporation does not qualify for the onemonth liquidation, it may be more preferable to keep the corporation alive and
pay dividends to avoid personal holding company tax. Actual dividends need not
be paid. There are provisions for hypothetical distributions to stockholders who
agree to treat the hypothetical distribution as a dividend. INT. REv. CODE OF 1954,
§565. If the corporation can continue, and pay the small double tax on the dividends, until the death of its principal stockholder, income tax on the appreciated
assets can be avoided through the stepped-up basis of the stock at death. INT. REV.
CODE OF 1954, §1014 (a).
101. INT. REV. CODE OF 1954, §1(a) (2), assuming a joint return.
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and profits, whichever is greater. 102 This is the same rule as applied
to corporations under the ordinary one-month liquidation.
For both the individual stockholder and the corporate stockholder,
the basis of the property received is the basis of the stock redeemed
decreased by money received and increased by gain recognized' 0 3 In
effect, the basis provisions result in a deferral of gain on the appreciated property that is liquidated without any tax.
Liquidation After 1966. A corporation can liquidate after 1966
under the new special one-month liquidation and get long-term capital
gain treatment on earnings and profits accumulated before 1967.104
Only the earnings and profits accumulated after 1966 will be treated
as a dividend to the individual shareholders.
In order to qualify for the special liquidation after 1966 a corporation must meet several requirements. First, it must have owed
qualified indebtedness on January 1, 1964.105 It must also notify the
Commissioner before 1968 that it may wish to liquidate under the
special one-month liquidation provision and must submit certain
information required by the regulations. 1 6 Moreover, the corporation must liquidate before the close of the taxable year in which the
corporation ceases to owe any "qualified indebtedness" or, if earlier,
the year in which the adjusted post-1963 earnings and profits equals
or exceeds the corporation's qualified indebtedness on January 1,
1964.107 The earnings and profits are adjusted by adding post-1963 deductions for depreciation, amortization, and depletion.108 A corporation, therefore, must liquidate in the year in which the qualified
indebtedness is or could have been paid off out of its cash flow, including the cash flow obtained through noncash deductions for depreciation, amortization, and depletion. If the corporation miscalculates the year in which its qualified indebtedness could have been
paid off if all its cash flow were applied to the qualified indebtedness,
it runs a substantial risk of losing the advantages of the special onemonth liquidation.
Anti-Blunder Provision. If the shareholders state in their election
under section 338 that it is made on the assumption that the corporation qualifies for the special one-month liquidation, the election will
have no force and effect if the corporation does not qualify for the
102.
103.
104.
105.
106.
107.
108.

INT. REv. CODE OF 1954,
INT. REV. CODE OF 1954,
INT. REV. CODE OF 1954,
INT. REv. CODE OF 1954,
INT. REv. CODE OF 1954,
INT. REv. CODE OF 1954,
INT. REV. CODE OF 1954,

§§333 (t), (g) (1) (A).
§334
§333
§333
§333
§333
§333

(c).
(g) (2) (A) (ii).
(g) (2) (B) (i).
(g) (2) (B) (ii).
(g) (2) (B) (iii).
(g) (2) (C).
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special liquidation.19 This is a relief provision that was inserted to
prevent the otherwise disastrous results that could occur if a corporation was mistaken as to the applicability of the special one-month
liquidation. 11 If the shareholders do not state their assumption and
for some reason the corporation does not qualify for the special onemonth liquidation, all the earnings and profits will be taxed to the
individual stockholders as ordinary income rather than capital gains.
The assumption statement is designed to prevent that result and the
probable effect of such an assumption is that the liquidation would be
treated as an ordinary capital gain liquidation.,
In such case the
shareholders would pay capital gains tax on all the appreciated
property of the corporation.112 Before using the anti-blunder statement, the taxpayer must decide whether it would be more beneficial
to be under a one-month liquidation or an ordinary liquidation if
the corporation for some reason does not qualify for the special onemonth liquidation. The Internal Revenue Service can theoretically
go back to 1913 in reviewing the correctness of the earnings and profits
reflected by the corporation. Since the earnings and profits determine
the tax consequences in a one-month liquidation, it is extremely important for the earnings and profits of the corporation to be carefully
examined.
CONCLUSION

The analysis necessary to determine if a corporation is a personal
holding company is at best highly technical. The complexities were
multiplied by the Revenue Act of 1964. It would be much less exacting
to be able to make a judgment whether the corporation was intended
to be an "incorporated pocketbook." The subject matter is not, however, conducive to such a general evaluation of intent. The mechanical tests under the Code determine whether a corporation is a personal holding company regardless of motive or intent.113 The analysis
is essential if preventive legal medicine is to be administered. Many
a taxpayer will otherwise wake up to a personal holding company
when it is too late.
109. INT. REV. CODE OF 1954, §333 (g) (4).
110. In the ordinary one-month liquidation an election based upon an erroneous assumption or mistake forms no basis for relief. See Shull v. Commissioner,
271 F.2d 447 (4th Cir. 1959); Raymond v. United States, 269 F.2d 181 (6th Cir.
1959). But see Myers Estate v. Commissioner, 200 F.2d 592 (5th Cir. 1952) (revocation allowed on the ground of a material mistake of fact as to the amount of
earned surplus).
Ill. INT. REV. CODE OF 1954, §351.
112. Ibid.
113. See Cedarburg Canning Co. v. Commissioner, 149 F.2d 526 (7th Cir.
1945); American Package Corp. v. Commissioner, 125 F.2d 413 (4th Cir. 1942).
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The 1964 Act has effectively sealed off some tax shelters, but
foxholes are still available. The most obvious means of avoiding the
stigma of a personal holding company is to become engaged in an
operating business, through merger or otherwise. As long as the
gross income of the operating business after cost of goods sold, but
before expenses, is over forty per cent of adjusted ordinary gross income, the corporation has found a safe harbor. Holding companies
that control operating subsidiaries can accomplish this by liquidating
a subsidiary into the holding company.
A corporation with rental property may not have to alter its assets
too drastically. If significant services are rendered and the definition
of rents under Subchapter S carries over, the gross receipts from hotels,
motels, or apartment houses could shelter other passive income. The
tremendously expanding business of renting personal property also
provides possibilities.
A corporation with rental income and other investment income
could substitute tax exempt income for the dividends and interest.
The corporation would then have only rent and thereby avoid personal holding company status. Of course this is not really sheltering
the taxpayer in a high bracket who could invest in tax-exempt bonds
individually. Produced film rent can shelter other investment income
if the taxpayer is willing to gamble on the success of the film.
A corporation whose income is derived from rents, dividends, and
interest may be able to insulate the rents by a change in corporate
structure. The corporation could form a subsidiary to hold the rent
producing property. The subsidiary would'have only rental income
and would not be a personal holding company. The rental income
would, therefore, not have to be distributed. Only the dividends and
interest of the parent corporation, a personal holding company, would
have to be distributed. This assumes, of course, that the separate
entity of the subsidiary cannot be disregarded as being a sham.
If the hotel and motel shelter and the citrus grove shelter prove
to be new havens for personal holding companies, the 1964 Revenue
Act provisions may have a consequence completely unintended by
its drafters. It could give an economic boost to the value of such
properties by the introduction of a new breed of potential buyers.
Undoubtedly the imaginative minds of taxpayers and their advisers
will come up with other ways of getting the unwanted tigers out of
their tanks. For those who have had enough of the game, however,
the special one-month liquidation may be the most painless way out.
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